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8.28 Reciprocity is not atwlys equivalent to a system of Mbill and keep' unless the
termination services are identical and net traffic flows are negligible.

8.29 Reciprocity is designed to counterad the ability of a dominant incumbent to use its
greater bargaining power to extrad superior interconnection tenns and conditions from
a weaker rival or a new entrant The disparity in the relative sizes of the networK
operators is a principal source of this imbaJance. Another source of this imbalance is
the ability of the dominant incumbent to pre-commit to terms and conditions on the
basis of its entrenched position.

8.30 In the absence of reciprocity, the dominant incumbent can disadvantage its rivals by
charging exorbitant ~t.. for incoming traffic. At the same time, it can extrad very low
rates to terminate traffic on its rival's networ1<. When prices must be the same in both
diAtCtions, the dominant incumbent will agree to &ower aecus prices, especially if it
terminates large amounts of traffic on rival networQ. The result is lower final' prices
and, therefore, higher consumer welfare.

8.31 Non-discrimi""tion ecrtJSS fellow networlc ope,.totS for the same .Mce. A networ'X
operator must c:NIrge the same int8rconnection charge for the same service to any
other networ'X operator as it charges to itsett. Thus, for example, networK openltor A
providing call termination services to network operators X and Y, IS wen as to itsett,
must charge the same amounts a =x =Yto itsett as well as to each of the other
network opemors. This principle has been calted imputation when applied in bilateral
relations only, Le., to define charges between networtt operators Aand X. This
principle sets the same termination charge for all calls irrespective of their origination
(intemational, long distance or local). Thus, it follows the general trend towards
unbundling of telecommunications services. However, this principle gives the freedom
to network operators to use any non-linear pricing scheme (such as quantity
discounts).

8.32 This principle also requires that networ'X operators providing interconnection purchase
access services for their own products at disclosed rates. This principle precludes a
networtt operator from charging less for its final services than for the sum of the
various components used in its final service, and sold to rivals.

8.33 The non-discrimination requirement is designed to prevent a dominant incumbent from
tailoring its interconnection charges to manage the competition among vertical service
providers. It is likely that, among those providers that require interconnection, if there
was no non-discriminatory interconnection, the ones that provide the closest
substitutes to the dominant incumbent's services will face the highest interconnection
charges.

8.34 Disaiminalory interconnection charges aJso permit a dominant incumbent to extract
better the rents avaHabie from the services made available by rivals. Price
discrimination in access services assists a dominant incumbent to Mmanage­
competition in its downS1f8am markets. In particular, it will have severely diminished
incentives to innovate because most of the gains will be "taxed- lNIIy through
interconnection charges.
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8.35 Unbundling of interr::onnection services. This principle requires networX operators to
separate out those services needed by other networX operators to terminate traffic
and offer them on a stand-alone basis. It does not insist that netwof1< operators
unbundle all the intermediate or final services that they provide.

8.36 This principle is intended to deal with the ability of a dominant incumbent effectively to
raise interconnection charges to exdude a rival, or at least to extract its profit through
a ·price squeeze-. Wrthout unbundling, a dominant camer can skirt the reciprocity
principle by offering a highly bundled termination HMce at a correspondingly high
price. Incapable of providing many components of the bundle, a rival would effectively
be required to pay high termination charges. Unable to reciprocate with a like service,
the rival would charge a much lower price'for a more basic termination service.

8.37 Geographic dtHIveraging of interconnection charges. Interconnection charges should
take account of different geographic markets and different customer marXets. At its
most basic, for example, this principte means that interconnection charges should
differ between residential and business customers in different parts of the country.
This princi~e counteracts the tendency of the dominant incumbent to shift its costs
between different geographic and customer markets.

8.38 The exclusion of monopoly 1tJnts from interconnection charges. Indusion of monopoly
rents in the interconnection charges, as the Baumol-Willig rule proposes, creates
significant adverse economic inefficiencies. This principle is discussed in detail in
Appendix C of these Submissions.

Justfflcation end intufflon of these principles of interr::onnec:tion

8.39 The crux of the intuition of these principles lies in the recognition that, today, the
telecommunications sedor in New Zealand is essentially a network of interconnected
networks (commonly called a ·network of networks-), rather than customers
connecting to a natural monopoly provider. The structure of a network of netwof1<s is
complex as it encompasses both horizontal and vertical elements-. Traditional public
policy remedies that work well in purely horizontal or vertical $ituations prove
inadequate. The policy solution lies in ftnding the appropriate principles to achieve
efficient interconnection of multiple two-way networ1<s.

8.40 Economic analysis shows that in an unregulated market interconnection charges are
expeded to vary widely depending on the sizes of competing local networks and the
ability of a dominant incumbent to precommit on the level of the interconnection
charges to implement a price squeeze on an entrant or rival. Equality of
interconnection charges for calls that go in opposite directions in two-way networks
occurs in these models of an unregulated network of networU only when the network
operators are strategically symmetric and can act simultaneously. In this case, the
ability of either network operator to im~ement a price squeeze on the opponent is
largely restricted. In an unregulated network of networks, strategic inequalities also
result in higher prices for end-to-end fiMI services. This therefore results in reduced
consumer satisfaction. The lowest prices for end-to-end services occur when the
competing local networKs have the same strategic power.

55 See Economldes and White (1994) and Economides (1895).
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8.41 In the absence of adequate regulation, a dominant local networ1< operator that has
the ability to set interconnection charges earlier than smaller networ1«s) can:

• set high charges to "price squeeze- smaller networ1<s

• reduce the amount of satisfaction that a consumer may get from subscribing to
a smaller networK

• lock in current customers making it costiy for them to switch to competing
networn

8.42 Thus, a dominant IOCIII Mtworlc o,.,.lor can u. interconnection cha/Ves as 8 tool of
horizontal competition against a direct competitor tt.t OW-IS a aimilarservice.

8.43 It is vital from a policy perspective to ~uce the tilt of the playing field that today
overwhelmingly benefits the dominant incumbent In the absence of a structural
sotution (such. the diYeltibn of AT&T), and given a Ngime of light-handed
regulation and ineffective competition law. the only avaitable instruments are
guidelines or "';ctions affecting the condud of network operators. It is for this
reason that BellSouth proposes broad legislative principles and a mandatory al't)itral
regime in these Submissions.

8.44 It is essential that the bm.d Iegistative principles selected lead network operators in
their negotiations and, if necuury, any arDitrators to agree on, or to determine,
interconnection prices which would in effect be agreed or determined if the following
access pricing principles were adually adopted in their private contract. Put another
way, the board legistative principles must be designed to achieve in practice the result
that would be achieved if the specific access pricing principles were adopted.

8.45 Analysis of theoretical models shows that the ability of a dominant incumbent to use
its strategic power through precommitment on the Iev.1 of int.rconnection charges is
severely restrided by the principl.s defined earlier:

• mandatory interconn.ction ensures that small networks are not immediately
exduded

• reciprocity of interconn.ction charges .nsu.... that strategic power is almost
equatly divided between two network operators of different sizes and quite
different abilities to precommit. Even when the dominant network operator is
able to precommit on interconnection charges, the reciprocity principle
removes the sntegic power from the dominant incumbent. If the reciprocity
principle is not applied, the dominant ina.ambent has an incentive to choose a
high interconn.ction charge and have the .ntrant respond by a low
interconnection charge. But this is ru6ed out under reciprocity

• non-dilcrimination across networ1c operators for the sam. service .nsures
unbundling of termination .ervice. Since some of the relationships of o1her
fellow networ1cs to the dominant incumbent are essentially v.rtical while others
are essentially horizontal, the dominant incumbent has an incentive to use
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different interconnection charges when dealing with different networ1(
operators. The dominant incumbent has an incentive to cnarge a higher
interconnection charge to horizontally-related network operators <as well as to
vertically-related networks). The plinciple of non-discrimination across networ1(
operators for the same service ensures that this horizontal price squeeze is
costly to the dominant incumbent It therefore does not have an incentive to
use this strategy

• geographic de-averaging of interconnection charges ensures more efficient
pricmg acroll the many different geographic markets that exist in the
telecommunications sector

8.46 Mandatory comprehensive disdosure by the dominant incumbent ensures that fellow
network operators know sufftc:ient infonnIIMon about the dominant incumbent to
negotiate appropriate interconnection charges on the basis of these access pricing
principles

Pricing at Iong-run.w~ ;nt:tementa' coat (LRAIC)

8.47 The best option to maximise welfare is access pricing princ:ipjes which both:

• place constraints on Tetecom to ensure a level playing field between it and its
competitors in setting access prices

• allow fellow network operators the fntedom to negotiate mutually agreeable
outcomes that satisfy those constraints

8.48 The Discussion Paper" says that LRAle is "the [appropriate] lower bound on access
prices.- This is an example of a useful access pricing principle, namely that access
and final services are never priced below average incremental costs.

8.49 Anoth.r helpful access pricing principie is that, whenever the firm breaks even, and
only then, access and final servicas should not be priced higher than the stan~alone

cost Whenever the firm breaks even, and only then, these two access pricing
principles together ensure tNIt there is no subsidy from one service to another service.
These acceu pricing principles do not, however, provide guidance on how e.ch of the
access and final services should deviate from average incremental cost. Actual
h~orical and book v-1ue costs are inelevanl

8.50 Demand for access services will vary over time, from both Telecom and its
competitors. Fur1hennore, large portions of investment in the local loop are ·sun~

since, lit leMt over the near tMm, the fIdities a.. immobile and~ to their
designed function. BeQuse the capacity of IICCMI fKilitiel is fixed, short-run AIC will
at times be quite small, making no contribution to fixed costs, much less towards
Tetecom's common costs. capacity of this sort, however, arrives in rather large
-lumps·. Therefore. excess capacity is the rule rather than the exception.
ConsequenUy, Charges for access services shouki indude an amount that reftedS the
cost of capacity upansion that is advanced as a result of growing demand (a so-

56 See p.ragraph 10 of~dix 0 to the Discussion Pltper.
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called ·shadow cost"). For this reason, LRAIC is a reasonable approximation to the
direct incremental costs in the very short run. Economic efficiency implies that the
appropriate costs are forward-looking costs rather than historical costs.

8.51 However, policy makers cannot rely on cost information provided by Telecom to
compute LRAIC:

• first. TMcom has an incentive to -cost shift" by moving expenses to access
categories away from other services on the ground that a wide range of
possibte cost allocations can be argued in the light of the fact that these
services are typically provided over joint facilities. Nevertheless, the Ramsey
pricing rule is the most effective allocation

• seconcly, Teteeom has an incentive to report LAAIC based on historical costs
the~My to measure costa is tor.rd looking and Telecom's
reported LAAIC will ttMMefore~ a COlt l1Neture that reflects any past
inefficient inVMtrnent deci.ions that it made. For this ,....on, engineering
process models should be used to project future costs of access using the
available technology molt likely to be used - whether or not that is the current
technotooy used by Tetecom

a.52 MorGver, LRAle can facilitate price discrimination on T.com'. part. In particular,
Telecom can today charge fetlow networtt operators different accass prices daiming
that LAAIC differed among them. Urneu constant returns to scale prevail in the
provision of access serviees~ there should intuitively be some variation in LRAIC of
access based on the size of the networX operator. Efficiency would then imply volume
discounts. These discounts are a form of price discrimination.

Characteristics of interconnection prices - non-linearuag..based, peak load and
other forms of capacity-based pricing

8.53 Capacity-based and usage-based charging are two-dimensional access pricing
princi~.s which must be taken into account in order to achieve efficient pricing. One
example is to consider the abilrty of networX oper8tOrs to make use of complementary
netwof1( facilities at off-peak hours.

B.54 Non-linear usage pricing corresponds to the network operator charging its customer a
unit charge which varies with the level of usage. Non-linear pricing is prevalent in
telecommunications whare discounts are even provided to residential.and small 'Y

business subscribers. Telecom offers its subscribefs.non-:lin.ar-tanfts..

B.55 Telecom does not offer BeUSouth non-linear interconnection charges. The
interconnection charges BellSouth must pay Telecom are linear, i.e., BelISouth pays
Telecom a fixed rate per minute regardless of the traffic it generates. BeUSouth does
not benefit from any of Telecom's price discounts for large levels of usage even
though those discounts are routinely granted by Telecom to its large subscribers.

B.56 This is true in spite of the fad that BeIlSouth provides Telecom with more information
regarding its traffic when it provides detailed and regularty updated traffic forecasts
than do Telecom's large business clients.
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8.57 Capacity-based pricing corresponds to a situation where BellSouth would commit itself
to pay a flat fee in exchange for which it could send as much traffic as it wants up to
the peak level it has contracted for without paying any usage charge. It would provide
8ellSouth with an incentive tOWllrds greater efficiency in as much as off-peak traffic
would not.tfect the ftat fee. BelISouth could, potentially, be worse off whenever
either its peak tnlffic falls below the peak it has contracted for in as much as it is
paying for ca,acity it is not using. "BeliSouth could atIo end up worse off if its traffic
peak is higher than what it has contracted for. Under th... circumstances, BeIlSouth
and Telecom might have agrHd that Telecom would t8ke some or all overflow traffic.
This would praumabty be conditional upon BeIISouth paying a relatively high usage
rate on overflow trafftc.

8.SS Telecom proYidellarge busineu cuatomer'I comptex contracts typicIIlty tailored to the
latter's requirements. They tend to rdeet .... CUltDnW's traffic pattem together with
an Of)tion for the subscriber to bear 101M or all of .... risk auociated with blocking. In
countries wt'MtN ttNn is subltllntial comptltttion, thoU contracts offer deep discounts
rellltive to commercial nita.

8.59 Where markets are perfect and result in efficient oute:omu and both buyers and
sellers each fonn a homogeneous population, risk woutcl be a dimension of the
commodity traded and one would uped to achieVe an interconnection price partially
capacity-baNd partialty usage-based. Martel~ must be charaderised by their
attitude to risk (riSk-prone v. risk-adverse) which tranatates itself in their willingness to
pay to lower the risk level.

8.60 Whenever buyers are more risk adverse than s....rs, privately-negotiated
interconnection charges WOUld, in the absence of dominance, be primarily usage­
based. On the other hand, where they are less risk adverse, the pricing structure
would be predominantly capacity-based.

8.61 Where the players are risk-neutral, one expects asymmetry in the information
avanable to the ptayers with the entrants better able to foracast their traffic, i.e.,
seeking to pay for a larger proportion of their traffic through capacity-based pricing.

8.62 BeIlSouth has commissioned further economic research in order that policy making
will be even better informed. This research will be made availabte to officials as soon
as it is available.
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APPENDIX C

The Baumol-Willig rule is not an appropriate access pricing rule

The DiKuaion P.per

C.1 The Discussion Paper7 defines the Baumol-Willig rule in the following tenns:

a firm seeking a=-s should pay the incumbent I sum sufficient to compenute it for the
opportunity cost of customers lost to the entrant inauGing its foregone profits, if any.

C.2 The Discussion Paper" says that many of the criticisms of the Baumol-Willig rule -are
due to misunderstandings of the rule itHtf, or misapplications of the rule in a particular
contexts-. The Discussion Paper therefore focuses primarily on:

• the ability of the BaumcH-Willig rule to rutrid inefficient entry into the market

• the ability of the Baumc»-Willig rule to enable the competing.-y of monopoly
rents

In practice, the Baumol-Willig rule will almost never achieve these objectives.

C.3 In summary, the Discussion Paper" says that the Baumel-Willig rule:

wa sole6y ieIifned to~ the gOllI of procIuc:tiYe Ifftciency. In the limpl_ ItItic and no­
uncertainty contat, the rule achiews this gOilI. Howwer, if other facto~ a,. introducecI, such
as uncertllinty and sunk C08tI, or if the dynllmic beMfttI of compdon a,. considared. the BW
rute may, in fact. d••r efllcient entry.

C.4 However, the Discussion Paper'" says that the Baumel-Willig rule:

hiS the a<MIntage of being minimally invasive 01 the incumbent's property rights and permits
recovery of the colts of social obIiO.uons (such as the Kiwi Shllre) without apncit quantiftCltion
of those costs. Howwer. the BW (rule] does not achieve and was not designecl to
.chieve...aDoc:dw efllciency. To the .ant thIt the comp«itor is more tfficient than the
incumbent in tne downsu-m mane.. tnere will be some downward movement of final prices.
Howwer, it is likely to be limited and. in any~. will not ,...,.in the ability of the incumbent
to charge monopoly rents on tne nmral monopoly portion 01 the business.

The S.umo/-Willig ru!. perpetu.,. inefficiency In the telecommunications
sector in New Z,,'.nd

C.S The Baumol-Willig rule perpetuates inefficiency in the telecommunications sector in
New Zealand. In particular.

• the Baumol-Willig rule creates very signifiCllnt allecative and dynamic
inefficiencies

57
58
59
60

see paragraph' 00 of the Otscuuion Piper.
S. paragraph '02 oftn. Discussion Paper.
see paragraph 12. oftne Discussion Paper.
S.. paragraph 125 of the Otscuuion Paper.
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• the Baumo~Willig rule sacrffices long-run benefits of competition by excluding
entrants

• the Baumo~Willig rule is not designed to coiled contributions to defray a
revenue shortfall

• the Baumo~Willig rule is insensitive to local market conditions

• it is not necessary to use the ~W"lig rule to recover the so-called costs
of Telecom's agreement with its shllrehotder to restrid residential tariffs

• the Baumo~Willigrule is not immune to the problems which may arise in
ftnding and applying average incremental cost

C.! When an entrant or riYal and a bottleneck rnonopoIiIt both produce a complementary
component to the bottleneck service, the BaumoJ-WIIIig rule specifies that the access
ctwve .d by the enll.nt or riYal to the monopotiIt should be equal to the
monopolist's opportunity coats of providing access, inducting any forgone revenues
from a concemant rwduction in the monopotist's sales of the complementary
component

C.7 The Ba~WIHig rule has a luperficilllty seductive logic. Ita very strong assumptions
ensure that an entrant or rival producer of the comp6ementary component can provide
a service only if it is at least as efftc:ient • the monopotiIt in the production of the
complementary component That is, the BaumoJ.WilIig rule ensures that production
will not be diverted to an inefficient producer.

C.B However, the Baumc»-WUlig rule hotds as a firIt-be1t pricing principle (i.e., it
maximi.es social welfare) in a mtic world only if a stringent set of assumptions hold."
These assumptions are:

• the mono~ist'sprice for the complementary service is ba.ed on a marginal
cost pricing rule

• the monopotist's and entrant or rival producer's components are parfed
substitutes

• the production technology of the component experiences constant returns to
scale

• the entrant or rival producer has no market power

• the monopotist's marginal cost (or average incremental cost) of production of
the component can be accurately observed

e1 See Economides Ind White (10$1: l..Ifton't Ind TIrO" (1994).
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• the quantity demanded of the complementary service is left unchanged by
entry

C.9 If any of these assumptions does not hold, the Baumol-Willig rule will lead to a/locative
and dynamic inemciencies which can be vel)' significant. In particular, when the
mono_It which controls the bOttleneck facility does not price at marginal cost (the
first assumption is violated). the Baumo..Willig Nle leads to a perpetuation of high
prices for end-to-end services. SecaYH the dominant incumbent will price above its
marginal cost, tne Baumo"Willig Nle in the telecommunications market in New
Zealand is not an appropriate access pricing principle. This condusion is based on
the following tneoreticaland empirical observations:

• rt is we" estabfished by economic theory, as well as by empirical observation,
ttuIt a monopolist which is not .....ned by ~ulation or competition law will
use its ability to price above marginal cost The monopolist holder of a'
botti.neck fKility is no exception. It will price its output above cost and so
reap supernormal (monopoly) profits

• while the use of monopoly power and pricing above marginal cost are each a
natural and~ed behaviour by a monopolist, neither can be easily
ascertained by observation of its accounts. It is well understood that rtems
which appear as profits to competitive firms often instead appear as costs in
the accounts of a monopolist

• accordingly, the crucial issue on the appropriateness of the Baumo..Willig rule
is not the appearance of accounting profits but rather the detennination of the
ability of the bottleneck monopolist to price above marginal cost

• in New Zealand, there is no doubt that TeJecom is a dominant firTTl and is able
to price above marginal cost This is expressly made dear by the Privy Council
in Telecom v ClNr. Moreover, in New Zealand. legal restraints on monopoly
behaviour are weak. Accordingly, the telecommunications sector in New
Zealand is an industry where tne Baumc»-Willig Nle is an inappropriate access
pricing principle. The Baumol-Willig rule in New Zealand leads to significant
losses in efficiency

C.10 The application of the BaumoJ-WilJig Me in industries that do not meet tne very
Sbingent requirements set out in paragraph C.B is likely to lead to very significant
allocative i~dency.. In partic:utar, the~ticationof1M Baumol-W1Uig rule by tne
dominant incumbent monopolist, even when combined with free entry in tne
complementary good market, is likely to lead to prices of end-to-end services that
exceed marginal cost Accordingly, conaumers who would have been served in a
competitive mantet are, under the Baurnd-WiHig rule, exduded from the mal1(et
because of the high price. This results in significant aUocnve inefficiency.

C.11 Entrants in the complementary good market that .... equally efficient or more efficient
than the incumbent will not be discouraged from entering through the application of
the Baumol-Willig rule. Accordingly, where there are more etficient or equally efficient
potential entrants, the application of the Baumo..Willig Nle resutts in a pure allocative
loss.
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C.12 Even if the potential entrant in the complementary good mar1<.et is less efficient than
the monopolist, the Baumol-Willig rule often leads to efficiency losses. Economides
and White (1995) show that the exdusion of inefficient rivals through the use of the
Baumol-Willig rule may be socially harmful. This is because the mar1<et presence of
even one inefficient rival could bring net social benefits by causing the price to fall
sufficiently so that the net gatn to consumers (the reduction in the deadweight loss
"trianglej would exceed the inefficiency costs of the rival'. production.

C.13 When the technology of production involves inCftUing rwtums to sale, which is the
typical case in telecommunications. a monopolist may use the Baumo'-Willig rule to
exclude or marginalise a more etftcient rival. The monopolist use. the BaumOI-Willig
rule to establish high interconnection charles that result in a restriction of the scale of
oper8tion of the riwl in the complementary marQt. Because of the existence of
incrusing returns to SCIIIe, the rival ends up opera"g at the high end of its cost
curve. The domiNInt incumbent is able to ..... the production costs of its rival
through the implerrlet.mtion of the Baumel-Willig rule. Accordingly, the rival is hurt by
the Baumol-WtUig rule twice:

• fim, because of high interconnection charges

• secondly, becIIuse it is forced to operMe at sma" scale and at high cost

C.14 The Baumol-Willig rule can thus be used to implement a tight profit squeeze on a rival
or even to exdude the rival. In this process, consumers are deprived of lower prices
that would nave resulted from competition in the absence of the Baumol-Willig rule.

C.15 The monopolist has an incentive to understate its marginal costs of production of the
complementary component (i.e., the.ervice where it faces competition) and then
employ the Baumol-Wdlig rule to levy an exclusionary access charge vis-a-vis its rival.
The effects of this strategy are similar to the ones descnbed in paragraph C.13. That
is, more efficient rivals are excluded.

C.16 If the monOJ>OIist is constrained to um zero profits in the bottleneck market, and if its
costs are not perfectty observed, it can claim that some marginal costs of the
comptementary services are marginal costs of the bottleneck service. Lower marginal
costs of the complementary component justify a higher charge under the Baumol­
Willig rule. This higher charge will now deter eyen those rivals that are more efficient
than the monopolist in the production of the complementary component

C.17 The Baumol-WiNig ruie raduces competition in ".rkets thllt a,. boIh verticaRy-teiated
and hol'iZontally-tMted to the bottleneck monopolist. By naquiring any interconnecting
network to pay high access chIIrgeI, the BauI11d-Wilig rule ensures a reduced impad'
of competition in any rMrket that is vertically retated to the botIieneck monopoly (i.e.•
any market that proyides goods or components that are complementary to the service
for the botdeneck monopolist). Accordingly, since long distance providers haye tD
interconned with the bottieneck monopolist in the IocaJ mar1<.et, the apptication of the
eaumol-Wltfig rule by the bottleneck monopolist reduces the impad of competition in
the long distance marXet
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C.18 Moreover, a local competitor of the bottleneck monopolist is harmed by the application
of the Baumol-Willig rule. A competitor of the dominant incumbent monopolist which
provides local service in some regions or which provides mobile service (a substitute
to fixed local service) requires interconnection to the local network of the monopolist.
Since the component of final service provided by the competitor is complementary to
the component of the final service provided by the owner of the bottleneck facility, the
two firms, monopolist and competitor, are vertically related. At the same time, the
competitor may be seeking actively to win subscribers over to its network. It is thus in
direct competition with the dominant incumbent monopolist The Baumol-Willig rule
justifies to the monopolist high interconnection charges that lead to a marginalisation
of the competitor (through a price squeeze). The Baumol-Willig rule therefore reduces
horizontal competition.

C.19 Therefore. the Baumol-Willig rule effectively prohibfts competition in the bottleneck
mllricet. Often. a bottleneck market is described as a natu1'81 monopoly. The Baumol­
Willig rule makes the bottleneck market a "'1 monopoly, irrespective of whether or
not it is a natural monopoly. When the Baumel-Willig rule is applied, the possibility of
competition into the bottteneck market is eliminated. Ths is because a potential
entrant in this market must pay to the dominant incumbent its full opportunity cost
Accordingly, the application of the Baumol-Willig rule can lead to horizontal exdusion.

C.20 A fundamental confusion exists in the Privy Council decision between actual costs,
opportunity costs and social costs. The BaumOI-W~lig rule is besed on the sum of the
actual and opportunity costs of the dominant incumbent monopolist These
opportunity costs are not adual costs. Opportunity costs can be substantial. They
imply a high interconnection charge even if there is no ·common coif of the dominant
incumbent. In general, private opportunity costs are not social opportunity costs.
They do not reflect overall allocative efficiency.

C.21 In summary, therefore. the Baumol-Willig rule affects adversely competition in both
horizontally-related and vertically-related markets (with resped to the bottleneck
monopoly). The Baumol-Willig Nle perpetuates the monopoly of a dominant
incumbent such as Telecom resulting in:

• significant reduction of competition

• loss of allocative and dynamic efficiency

• . high prices

• reduction of production

The Baumol-Willig rule sacriffces long-run benefits of competition by excluding
entrants

C.22 The BaumOI-Willig rule can exdude entry by competitors that have higher costs than
the dominant inQ.lmbent, as well as entry by competitors that have lower costs.
Exclusion of either kind of entr8nt can cause economic lou. Cleany, by exduding
entry of innovative entrants, an economy forgoes the provision of the service at a
lower cost or the provision of an improved service. Forgone opportunities are also
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possible when less efficient rivals are foredosed. Even though an entrant has
somewhat higher costs than the dominant incumbent, it will apply downward pressure
on prices, to the benefit of users.

C.23 However, the full benefits of competition will be realised only if entrants achieve a
sufficiently large mal1(et share. Otherwise, a dominant incumbent of the relative size
of a Telecom has no incentive to cut prices appreciably. By cutting prices, it forfeits
revenue on ....5 across its entire customer bue. Price competition is therefore more
intense when firms are more compara" in size.

C.24 The importance of a -balancecr industry l1Neture wu recognised by the Privy Council
when it offered its test for abuse of a dominant position ([1995] 1 NZLR 385, 403):

it c.nnat be Mid th8t • person in a donrinent nwtcIt position "UHI" that position for the pUrJ)ose
of s 38 un.... he ae::tl in a way which a per'IOft not in I dominant position but otherwise in the
same circum"'nc. would hew acted

C.25 If Telecom leta intlerCOnnection prices. if it 1h8red the marut with its competitors,
then thOle competitors would be atHe to compete for the rMl1(et The price
competition that would ensue would benefit end users.

C.26 By its nature, the BaumcH-Wdlig Me perpetuates the monopoly profits that a dominant
incumbent enjoys. Accon:iingty, the BaumcH-WiIlig NIe tnInIfonns the temporal gain of
a dominant ma,mbent into a permanent and recurring gain. In this way, the Baumol­
wa, tUM ctoa .xactly the oppotIiIe of what competition is aupposed to accomplish:
the Baumol-WIIIig rule keeps prices and protltl high. InatHd of squeezing out
monopoly profits, the Baumol-WIIlig rule ptevents competition from squeezing them
out.

C.27 The Discus.ion Paper has and other government reports have extolled the benefits of
innovations such • the introduction of Centrex by Clear. But Clear was delayed by
Telecom in its ability to offer this particular innovation up to the time when Telecom
itself was in a position also to offer it This two years' delay therefore lead to welfare
losses. But these benefits are threatened by interconnection charges that are based
on the BaurncH-Wlllig Nle. New entrants will bring improved tecnnologies and
enhanced HMc:eS to the market But this does not mean that new entrants should
receives~ -infant industry protection·. Entrants Ire capable of competing with
Telecom using superior products and processes. But to do so, entrants must be able
to purchase access on economic terms.

C.28 The Baumm-Willig Nle creates incentives for the entrant to reduce costs. But the
Baumo~WiIIigrule gives no incentives to the dominant incumbent to innovate. By
limiting competition and by perpetuating monopoly, the Baumel-W111ig Nle Hmitt the
possibility of change in the telecommunications sec::tor.

C.29 Under the Baumel-Willig NIe, the dominant incumbent earns the same revenue
irrespective of who carries the call in 1M -competitive- section of the mal1(et
Accordingly, the dominant incumbent has an incentive to deleg_ this function to a
more efficient competitor and the entrant has an incentive to be efftcient in the
"competitive- section of the market That is, the dominant incumbent has no incentive
to be efficient in the -competitive· section of the mal1(el Also, the Baumo~WilligNle
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implies that the final price for end-to-end services will be relatively high. Thus, under
the Baumol-Willig rule, some services (which, in the absence of the Baumol-Willig rule
would be viable and socially desirable) will have to be offered at prohibitive prices.
Those services will not survive. At the same time, the Baumol-Willig rule gives
incentives for the incumbent to provide new services pre-emptively, so as to be able to
earn the profits implied by the Baumol-Willig rule. In simple terms, the dominant
incumbent has no incentive to innovate itself.

The Baumel-Willig rule is not designec:1 to collect contributions to defray a revenue
shortfall

C.30 The BaumoJ-Willig Nle was designed to discoul'8ge entry by inefficient competitors. In
reality I it is more likely to generate a surplus for the incumbent - especially if monopoly
proftts are induded through opportunity COltS. But thilsurptus defnlys losses that the
dominant incumbent experiences in some markets. Yet this is not the purpose of the
BaumoJ-Wiltig rule. Moreover, there are etegant solutions to these sorts of problems.
For exampie, the Ramsey pricing rule is specifically designed to coIied joint and
common costs to minimise the wetfllre losses of having pricu depart from marginal
costs.

C.31 In general, prices implied by the 9IIumoJ-wtHig Me differ from Ramsey prices. As a
result, the un of the BaumoJ-Willig rule to coiled any contribUtion to Telecom's joint
and common costs (together with contributions to cover the so-called Kiwi Share
"obligationj will further drive prices away from efficient levels. The adual size of the
efficiency losses that will occur as a ....ult of the Baumol-Willig Nle still need to be
quantified.

The Baumo/-Willig ru/e;s insensitive to local marlcet conditions

C.32 The Baumol-Willig Nle is insensitive to local market conditions. The form of the
BaumoJ-Willig rule adopted by the Privy Council assumes a high level of geographic
and customer class averaging. In general, average incremental cost as well as
opportunity cost will vary IcrosS regions in groups of customers. Opportunity costs
vary with the demand for various telecommunications services by different groups of
consumers wno have different demand charaderistics (such as elasticities).
Opportunity costs also vary according to demand at different times of day. Any
serious attempt to implement the BaumoJ-Wlllig rule must give different component
charges for each st:nItffied dass of consumers in each region and at different times of
the day.

C.33 If the 9IIumoJ.-Willig Nle is applied as a single charge across regions and dasses of
customers, it will result in acute dil1ributional effects aauss consumer dasses and
regions. Rural consumers, regardless of their ability to pay, will be subsidised by poor
urban consumers.

C.34 Therefore, a single BaumoJ-Willig rule charge across classes of consumers and
regions creates further significant allocative distortions. These distortions result in the
wrong signals being sent to potential entrants. Entrants will not enter in the
appropriate markets and will instead enter in the "Wrong- maf1(ets.
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It is not necessary to use the Baumol-Willig rule to tKO\o'er CO$f of Telecom's
agreement wffh its shareholder to restrict residential tarWfs

C.35 It is not necessary to use the Baumol-Willig rule to recover the costs of Telecom's
agreement wtt:h its shareholder to restrict residential tariffs. The Discussion Papef2
incorrectly states that

On. of tn. ac:tvam.g_ of the BW rul....(is] that it permits the recovery of a contribution tOWllrds
the cost of the Kiwi SMre wrthout requiring theM to be sepamely estimated and Yerified.

C.36 It is not dear if the 8IIumol-Willig rule recovers more or less than what is necessary for
the so-catled -obtigation- of T-=rn's agrMment with its shareholder '0 restrict
residential tariffs (on the assumption, which is .. yet untested (because the current
dilcloauna regime is inadequate to eNIb&e fellow network operators to observe the
.....vant ·costs,. 1hat the~ -oOigation-of Telecom's agreement with itS
sharehotder to rutnct residential tariffs is a cost to Telecom).

C.37 AIIo, the Baumol-WHIig ru6e does not "recovef coati from the "right" customers. The
Baumol-WiHig rule implies 8 high interconnection charge across all services.
merefore, all customers pay for the ~Ied Kiwi Share -obligation- rd1er than those
who should pay because their fixed connections .,. mona costly. The so-celled
·obliglltion· of Telecom's agreement with its lhanaholder to restrict residential tariffs
ari.. from the actual costs of connecting lOme (Nral) customers 1hat are higher than
the actual coltS of connecting urban customers. An efficient method to recover any
implied loss is to charge these specific (Nral) custDmers more. If this is done through
higher interconnection charges, these charges should apply to those particular
customers who craate the so-<::alled ·obligation-. Other customers should not be
charged more for interconnection.

C.38 Moreover, as stated above, the Baumel-Willig Nle (which recovers opportunity and not
actual costs) is not an appropriate method to recover actual costs.

The s.umol-WlIJig rule ;s not immune to the problems which may arise in finding and
applying a\o'e~e incremental cost

C.39 Since the Baumol-WiHig Nle is based on average incrwmental colt plus opportunity
cost, it is not immune to the probtems that may arise in finding and applying average
incremental cost. The discussion in Appendix Bof theM Submissions on average
incremental cost notes iJ"Iat there is a difficulty in measuring average incremental cost
when cost infonnation must be provided by Telecom itself. Telecom has an incentive
to shift costs to increase the average inaemental costs of access. Telecom aln also
do so by using its historical cost rather than forward-looking costs.

62 See paragraph 148 of tne Discussion Paper.
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APPENDIX D

Telecom's agnHtment with its shareholder to restrict residential tariffs

NftU"' 01 the ;au..

D.1 This Appendix considers a number of issues which arise out of Telecom's agreement
with its shareholder to rwstrid residential tariffs. In broad terms, those issues are:

• whether this agreement is in fact an ·obligation-

• the need to subject Telecom as the party bound by this agreement to a
mandatory comprehensive dildosure regime to enable the net costs I if any, of
this agAHtment to be recovered

The Dlacu.ion Peper

D.2 The Discussion P.pe~ states that the:

Gowmment is committed as a mder of poticy to the plincipte of the Kiwi Share. This
document does not qu_on the continuecl ailtence of the Kiwi Share.

0.3 Clur1y the Govemment is committed to this policy at this mge. Whether or not it is
meeting tne objectives which led to 1t'le ag....ment between 1t'le Govemment and
Telecom to restrict residential tariffs is, however, unknown until an eftedive disdosure
regime is imposed on Telecom as the party which has to implement this agreement

InformCion asymmetry impedes competition developing

0.4 Telecom's assertions that its agreement with its shareholder to restrid residential
tartffs is in fad an obligation have not been demonstrated. Otner networ1( operators
suffer a significant information disadvantage in relation to this agreement despite
Telecom's contention that the costs associated with it be allocated among residential
service providers.

D.5 If this agreement i$ indeed an ·obligation", then Telecom must r.;f1y and rHsonably
be required to diat:lc. the costs that Telecom itself would IMve to know ff it was
competing on a stano..lone basis. Therefore, inherent in TelecOm's agreement with
its shareholder to restrict residential tariffs is an obtigation on T"'com to disdose
fair1y and reasonably the real extent and basis of the obligation, if it is seeking
contributions to what is its own contractual commitment to Govemment

0.6 For example, Telecom has an incentive to understate, for example, its marginal costs
of production in its competitive markets and then employ the Baumo~WilligMe to
charge an exdusfonllry interconnedion charge vi..... another fellow netwoft(
operator. This strategy can lead to the exdusion of more etrident rivals.

63 See paragrapn 142 of the Discussion Paper.
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D.7 It is for this reason that the Ntement in the Discussion Papef"4 ~t the Baumo~Willig
rule is free of separate estimation and verification protHems is incorrect. Since ttle
Baumol-Willig rule is derived by subtracting the incremental cost from the retail price,
implementation requires a valid estimate of the incremental cost of production. Since
the Baumol-Wlttig rule is set as a residual, Telecom h.s an economic incentive to
understate the incremental cost of providing service. The lower the reported
incremental COlt, the higher the contribution th.t must be paid by connecting firms.
Further, as discuued in Appendix C to the.. Submissions, the Baumol-Willig rule
requires • finding tn8t the revenues c:oIIected a,. below the stand-alone cost of
production. For both rusons, use of the B8umol-Willig rule does not eliminate the
need tor undertaking an estimation of the economic cost of production.

0.8 Moreover, if T-=m is constrained to ..m zero profits in mart<ets where it has
monopoly power, and if its costa a,. not perfectly observed, it can daim that some
marginal coltS of its competitive HNica ..marginal colts Of the monopoly mart<et
Lower marginal costs of the competitive component justify a higher interconnection
charge under the Baumol-Willig Nle. This higher interconnection charge wUl d.t.r
even riYals that are more efficient than the monopolist in the production of the
competitive product.

0.9 T_com has in fact alrudy auccasl'fully transferred a portion of the ·cosr of its
agrHment with its shareholder to restrict residential tariffs to new entrants through
interconnection charges. TheM interconnection charges in practice have been
gene,.gy baed on business ..... which indude a ligniftcant contribution to
Telecom's agntement with itllhareholder, to which is added an additional contribution
to joint and common costs. Business rata hav. been applied regardl.ss of the type
of service being offered by the interconnecting networt< Of)erator, induding residential
services.

0.10 T.Iecom has therefore been able to use its agreement with its shareholder to restrict
residential tariffs in a manner which protects its residentialserviea from competition
from new entrants through artificially high interconnection charges which are not
applied to its own residential services.

0.11 One result of this agreement is that it does not direc:tty benefit business customers.
On the contrary, T_com has said th8t business rates in fact contribute to what it says
are its "costs" of this agntement On this balis, therefore, the ·obIigation· is admitted
by Telecom to be a constraint on business pricing. Telecom's agreement with its
shareholders to restrict residential tariffs is therefore. a distortion.

0.12 However, it is not only in the business part of the mart<et 1hat this .g....m.nt is a
distortion. In fact, the major portion of the theoretical benefit of the ·obIigation" is
derived by Nnlll'Uidential customers. Telecom's agreement with its sharehold.r to
reS1rid ,.si.,tial tartrrs is thus Iikety to be a distortion in the urban residential mart<et
Telecom has chosen to provide only extremely IimitIId residential pricing options o1her
than the current price calling option combined with a line rental which, by virtue of the
tenns of its agraernent with its shanthoIder, will probabfy never deaUH unless
competition evotves in this market Ov..... uperience shows that, if Telecom was
not bound by this agreement, it is likely that basic local s.rvice prices would be

64 See paragraph 221 of the Discussion P8per.
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decJining in real terms, reflecting the dedining unit cost of the industry. This suggests
intuitively that in the lower cost sector of the urban residential maf1(et, at least, no
Mobligation- exists today.

D.13 Telecom's agreement with its shareholder to restrid residential tariffs is most likely a
price floor and not a price ceiling. It is therefore possible that Telecom receives more
revenues as a resutt of this agreement 1han it would in its absence. It has not been
demonstrated, and other netwof1( operators doubt, that this agreement is in fact an
Mobligation-. In all likelihood. the only place where it imposes an obligation on Telecom
is in NrIIl areas where non-traffic sensitive costs generally outweigh the costs that can
be recovered from consumers under this agreement-

Recovery of .ny "c~" through inten:onnet:tJon ch.1f1U

0.14 Only if Telecom went SUbject to a IMndalory diaclosure leg;'" requiring ff as the
dominant incumbent and as the party bound by the agreement to re$fnct residential
tartf'ls to discloae each relevant contribution element for .wryeconOmically distinct
,...ntiel and buaine.. market and.,..,. wHI fellow network o".",tors and
Gowmment be able to 0.",. what should happen in a competitive market. On the
basis of this disdolure regime, therefore, to the extent th8t this agreement does in
fact impose an observable "obiigRon- in any economically distind residential or
business market or service, then that "obligation" should be raco\IfJred by Telecom by
way of the interconnection chargepay8ble in respect of that distinct market or seMt:e.

0.15 Under the access pricing principles of reciprocity and non-discrimination, Telecom
should therefore charge an interconnecting network operator an interconnection
charge, in relation to a network service where there is in fad an observable -cost"
applicable to Telecom's agreement wi1h its shareholder to restrict residential tariffs, an
amount which it charges itself and other netwott operators for the same networK
service.

0.16 This disclosure obligation should apply only for so long as Telecom is the dominant
incumbent and the agreement to restrict residential tariffs exists. That is. this
disdosure obligation is simply an incident of dominance and of the nature of
Telecom's agreement with its shareholder.

0.17 Section 5C of the Telewmmunications Act 1987 today contains provisions enabling
the secretary of Commerce to require TMcom, "for the purpose of facilitating
effective competition in the supply of tetecommunications goods and services-, to
publish and disdose infonnation -in relation to the supply of prescribed
telecommunications goods and services and prescribing the information, induding
prices. terms, and conditions, that [Telecom] shall make available-. In this context, the
Telecommunications (Disclosure) RegUlations 1990 and the so-called Telecom Ust of
Charges are at present wholly inadequate to enable the appropriate disclosure of
information. Nevertheless, this legislation contains a form of statutory mechanism for
the introduction of an appropriate regulatory disdosure regime.

65 These issues ere SUbject to comprehensive reow;WI in Oevid ~bel, "Pncing voice tel.phony services:
Who is subsidlsing whom', TeleeommuniC2tions Policy, Volume 19, No.6, August 1995, pp .53-464.
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0.18 In order for any observable ·obligation- of the Telecom's ag,..ment wTtt1 its
shareholder to restrict residential tariffs to be-recovered by Telecom by way of
appropriate interconnection charges, this disclosure regime needs to be
comprehensive. The nature and extent of this disclosure is discussed in part 7 of
these Submissions.

0.19 In some cin::umatancu, it may be .......ry for an indef)8ndent auditor to audit and
verify the disaosure made by Telecom pursuant to this diIdOIure ntgime. In these
c:in::umstances, the colt of the auditor Ihoukf be stwred between the netwof1( operator
requesting the audit and T-.com. Howe~, if the auditDr determines that Telecom
has not in fKt made appropriate disdosure, there should be power to require Telecom
to meet all of the auditor's costs.

0.20 In any cue, the proceu Ihouk:t allow any IIffeded network operator to provide its own
estimates of the~ and 8JdIInt Tetecom's .....".mwith itlihareholder to
ntI1rict residential tIIrtt'fI in the ......ant cin::umstIInceI. This process allows a netwof1(

opermor which has its own expertise on the matter to submit datil to the auditor.
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APPENDIX E

---------.

The Gatekeeper

E.1 The Discussion Paper" analyses in some detail, in the context of netwof'i( industries
other than telecommunications, whether lome sort of "ga.k..per" is required in order
to deade when and to what extent any acceu pricing regime which is invoked in the
telecommunications industry shou.d apply to another netwof'i( industry. The
Discussion Paper says~ that any access pricing:

regime is unlikely to be aP9ropriate for all aco.s d.ut.. Therefore. lome sort of.
°gatek..,.r" is required. The °g_ekeeper" would decide when and to wMt fllcilities the access
pricing regime would apply.

E.2 This analysis in the DilCUUion Paper proceeds to lOme extent on the assumption that
a "particulllr access pricing rule- is appropriate in the teMtcommuniQltions industry-.
As WSouth indicates in theM SubmiIIions, it does not beHeve that access pricing
princ:iJ)1es shoutd be induded now in a change to the Commerce Act. To do so now
would involve th. risk of regulatory failure.

E.3 Instead, the access pricing principles discus.ed in Appendix B to these Submissions
should form the proper guidetines for negotiation Md, if necauary, arbitr8tion relating
to the complementary network services. It is better that the principles form the basis
of negotiation and arbitnltion. In partia,dar, the MMtration process should assist the
parties to an nitration to identify durty the issues upon which they disagree. The
certainty that the arbitrators will ctloose one or obr set of the pricing principles
proposed by the parties should result in the parties moving toward common ground.

E.4 There is no therefore no justification for any gat...ping role to be performed once
the arbitral regime has been estabtished for the purposes of deciding when, and what
kinds of, dispute are subjected to the regime. There are five key reasons for this:

• an important characteristic of a light-handed regulatory regime is the right of
parties in dispute to resort to dispute resolution procedures of their own choice

• art:mr.tcrs' availability is not a reason for passing business decisions of the
kind described in the previous sub-paragraph to a gatekeeper

• since the proceedings and operations of the arbitral regime should be at the
expense of the disputants the taxpayer will not be called upon to establish and
fund the arbitration regime in any significant way, and certainly not on an
uncontrollable basis

• disincentives can be included in the arbitral regime to discourage disputants
from taking frivolous. vexatious or weak cases before the arbitrators

66
67
68

See paragraphs 230-253 of the Discussion Piper.
See paragraph 233 of the Discussion Papef.
See paragraph 230 of the Discussion Plpef.
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• it would be risky Ind inconsistent with the current light-handed regulatory
regime for a new or existing institution to be used as a gatekeeper

E.5 The use of a new or existing institution as a gatekeeper is a poor policy option
because:

• the institution will require funding on a continuous basis, presumably by the
tJl)q:)ayer so as to avoid undue influence

• it would be inappropriate to add wof't( of this importance to the wof1( of an
existing body I especially within existing funding consnints

• th.... is a significant risk that the QRk_per will be captured by industry
participants and issues

• the .....atoll .... best placed to det8rmine whether or not a dispute should be
arbib_d since the arbibillots eM be e.xped8d to be experts, chosen on an
industry-.,.aftc bais and.ole to dnIw on nHvant expertise so as to reduce,
to some extent lit IeUt, informati~_ymmetries

• since the arbibators will wont only on apeciftc arbibationl it will be more difftcutt
than in the cas. of a continuing body for undue innuence to be exercised

E.6 On this basis, the,.fore, there is no need to design a reguIIItory institution such as a
Gatek_per in the tetec:ommunications industry. There are no access pricing rules to
be regulated in the tetecommuniClltions industry. The atbibalDrl who are appointed
IS part of the compulsory two-part nitration process are, in effect, the de fado
Mglltekeeper". However, this de facto "gatekeeper" is a different Gatekeeper from the
one .nvisioned by the Discussion Paper. It is not a regulator, a Court or the
Government.

E.7 In summary, these Submissions have focused on the telecommunications industry. In
doing so it is a.r that in due course policy makers may need to renew the
appropriaten.. of a GlItekHper in other networt<. indUstries in the context of a further
review of policy and access pricing principtes in those industries. Today, however, the
issue of the ..,ropriate regulatory institutional design does not need to be
considered.
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APPENDiX F

~erne~oM<industrtes

Focus on te/ecommunicftions indumy

--.-.--- - ---.

F.1 BellSouth's policy is to take a constructive approach to and to seek to make a
significant and positive contribution to the debate on competition policy and the
regullltory regime for teaecommunic:ations. This has included extensive international
primary research on these issues to ensure that BelISouth's contribution is
academically sound and commercially robust

F.2 The basic thrust of these Submissions is that todays light-handed lWgulatory regime is
famng to produce the conditions naquired for effediYe competition in the
telecommuniClltions market because there is no effec:tive means of constraining anti­
competitive behaviour by the dominant incumbent and of resolving disputes and, in
addition, because the,.. is insufficient quality information available to enable other
network ope..-ors to negotiate aCClSS arrangements wtItI the dominant incumbent
and to enable legal redress if necessary.

F.3 There is therefore a need to address these problems with the market process in the
tetecommunications industry. The main changes should be:

• a compulsory aft)itral regime to create an effective means of resolving disputes
between network operators in the telecommunications industry

• broad economic principles to guide network operators and aft)itrators

• a more effective information disdosure regime which applies to Telecom for as
long as it is the dominant incumbent

F.4 These Submissions focus on the telecommunications industry for four key reasons:

• this has been the focus of 8eIlSouth's analysis of the issues and it is the only
industry on which it is qualified to speak with any authority

• the potential welfare gains from competition and innovation in
telecommunications are very large

• experience from the analysis of the telecommunications industry is of vital
importance because it is the only major network industry in which light-handed
regUlation has oper1lted for any length of time

• these issues are specific to telecommunicnons, which presently of all network
industries has the potential to be most competitive

ArDltration for other networl< Industries

F.5 Nevertheless, the issues discussed, and the solution and policy blueprint proposed, in
these Submissions obviously have considerable nMvance and significance for other
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networt< industries. In particular. some considemon has been given as to whether a
general arbitral regime should be provided for in respect of other networ1< industries.
BellSoutn assumes that a proposal to create an arbitral regime of general applicability
would be sUbject to further consultations.

G.,..,..I.rDitral regime

F.e Facilitlltive provisions could be included in the Commerce Act providing for the
elUlbfilhment of an arbint regime in·~ circumstancu. It is not, however,
awropriate to design in advance the rwgime that might appty to particular networ1<
industries. Nevertheless it is important that ud'l1Uc:h regime nave certain common
features:

• it needs to be estabished only when tMre is, or when there is I reasonable
anticipation of, a need to enhance rnarUt proca.. in a networt< industry

• uctl regime should be designed to tMe account of the specific circumstances
of the industry to which it .......

• principtes that .. consistent with the overriding principles of the Commerce
Ad should be established on an induItry-lJNICIftc buiI, but. to the extent
possible, not on a prescriptive basis, to guide dispute resolution according to
the arbitral regime

• once established, the arbitnll regime has compulsory application to industry
participants involved in disputes and may be invoked by either disputant

• there should be rights of joinder and consolidation of issues

• there should be provision for a strict timetable to be established and enforced

• the arbitrators should have the right to compel the attendance of the parties
and witne..es and the production of evidence

• the artMtrators' decision should be final and binding and rights of appeal should
be stridty limited

F.7 It is necessary:

• to detennine when and in what circumstances an arbitnll regime should be
designed

• proVide for its design

• provide for it to be brought into law

F.B These three f\lnetions should be sepa....d so as, on the one hand, to place the
responsibility for the performance of the f\lnction in appropriate hands and, on the
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other hand, to give the opportunity to market participants to invoke the procedure if a
case can be made for it.

F.9 Thus, BellSou1tl suggests the following steps:

• the process for the design of an industry-specific arbitral regime and for the
preplnltion of relevlnt broad industry-specific principles may be commenced
either as a result of a Court order or at the instance of the relevant Minister,
presumably the Minister of Commerce

• in so far as I Court is involved, a Court order could only be made where a
Court is convinced 1hat there is a need to enhance mal'ttet processes, or there
is a perceptible risk of a need to enhance market processes by virtue of the
s1Ncture of I J*ticutar Mtwol'tt industry or the existence in 1hat industry of a
dominant incumbent or incumbent with~r scale or scope hIS meant
that access to the netwol'tt is being denied, or the terms and conditions of
access to the netwol'tt are unreasonabte, or likely to be unreasonable with the
resutt thE nnonal welfare benefits are being forgone or are less than they
would be were those chanlderistics not pruent

F.10 It must also be shown that bringing In arbitral regime into effed is capable of
providing positive economic efficiency and welfare benefits net of distortion and
transaction costs

F.11 Tne effect of a Court order or a Ministerial direction will be for the Minister to establish,
and fund, a panel of independent experts who will:

• consult as they consider necessary to perform their function

• design an arbitral regime for dispute resolution having regard to the principles
described in panlgraph F.6

• resolve the broad principles which are to apply in respect of that arbitral regime

F.12 The panel is an ad hoc body established from time to time as necessary. A timetable
for the performance of its functions by the pInel will be required. This panel would
report to Partiament The report would be considered by the relevant Select
Committee and thlt Committee would be empowered to introduce the details of the
relevant arbitral regim~ as a Bill into the House.

F.13 It is important that the arbitral regime is introduced only if and when necessary. It is
important the Govemment retains the power to indtUte the steps towards creating an
arbitral regime when it considers that national interest considerations, induding its
economic policy, require. Similany, a MinisterwiU be in a position to ad even if a
Court is not convinced that it has the authority in a particular case to make the
relevant Court order.

F.14 The provision of the Court order provides an opportunity for an industry participant to
have steps towards a regime initiated if that participant considers that worthwhile.
However, it is important that the steps cannot be taken lighUy and that the burden of
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proving the case falls on the proponent A Court is an appropriate body to consider
such issues since:

• proof and evidential standards are nigh

• a Court is probabty less subject to undue inftuence than any other body that
might be used and does not itself have. r8nt-seeking stake in the industry
(this is particular1y important as a decision to make an order may commence
an effed:ive ,.allocation of wealth among industry participants)

• Courts are reasonably used to making decisions of this kind (and may be
assisted by a lay assessor in doing 50)

• the decision whether or not to make an order is of a kind that a Court'is
~ of making in that it r8quires no further enforcement or policing

• notwithstanding that an order is made, it does not follow that an arbitral regime
will neclMlarily come into effect - whether or not that is the case is I decision
that will be made or inftuenced by the panel, the Minister and Par1iament

F.15 An ad hoc ".".1 rather thin an Disting institution should be used to make the
relevant recommendations to Par1iament for I number of reasons:

• an ., hoc panel will not rwquir8 funding on a continuous ba.is (indeed it may
be possible for industry participants (or industry customers) to be charged so
as to recover the costs of the panen

• it woufd be inappropriate to Idd work of this importance to the work of an
existing body, especially with any Disting funding constraints. The work wilt
be requi..-d to be of a very high standard and to be delivered quickJy

• the panel can be established on an industry-specific basis drawing on
app~ate expertise in reducing, to some extent at least, information
asymmetries

• since the panel will be dis-estabtished once it has done its worK, it will be more
difficutt than in the case of In existing and continuing body for undue influence
to be brought upon it

• the panet will in effect be lCCOuntabNt to Parliament for the performance of its
duties and its report will be a public document

F.16 The Parliamentary process will provide:

• an opportunity for a full consideration of Govemment economic policy and of
other national interests

• an opportunity for further lobbying and for refinement of any suggested regime
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• a check against undue influence in as much as:

the delivery of the report will tend to provide motivation and momentum
to Par1iament

Par1iament will be in a position to counter undue influence on the panel

• appropriate status for any arbitral system that follows from the delivery of the
report by virtue of the passage of legislation
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